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L INTRODUCTIONANDOVERVIEW

The presence of a vigorous and effective MasterCard organization io Canada bas provided the
consumer a multitude of choices and added substannially to competition in the credit card business
in Canada. The proposed merger of The Royal Back and Bank of Montreal, far and away
MasterCard’s largest issuer and acquifcr in Canada (referred 10 herein as the “Merger™), has the
potectial to elimipate MasterCard as an effective competitive force in Canada, if the resuliing entry
{(referred to berein as the "Merged Bank™) issues VISA cards only.. In this submission,
MasterCard outlines the corr_xpctiu’vc issues.' Exéing the business in. Canada, and the implications for

competition should the Mcrgéd Bank issue only VISA.cards. .

The following chart provides a top line perspective of MasterCard and VISA in Canada.

MasterCard ‘ Visa
Eatered Canada 1973 1967
Top 5 bank members ! 4
Number of members not CPA eligible 6 0
Number of cards 11.7 million 20 mitlion
Current share split 27% 73%
Average monthly spending per card $380 $340
Annual transaction volume £24 hillion . $65 billion
Number of merchants (2stimate) 500,000 500,000
Affiniry cards programs s 300+ 2
B Average Merchant discount 23 basis points or more lower 25 basis points or more
than VISA average higher than the
MasterCard average

VISA and MasterCard are the only two widely accepted general purpose credit cards available to
consumers in Canada, which compete with all other forms of payment. With MasterCard at 27%
and VISA at 73% of the combined MasterCard and VISA transaction volurne, VISA clearly is the

dominant system of the two.
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MasterCard is the only general purpose credit card of sigsificance other than VISA in Canada.
Issuers and acquirers of one card cannot issue or acquire the other, i.e. there is no duality in
Capada. MasterCard's presence and suength in Canada is very much depepdant on the
participation of Bank of Mootreal as a MasterCard issuer, since it is the oaly one of Canada’s
largest five banks which issues or acquires MasterCard cards and oansactions. It alone accounts
for almost 60% of all MasterCard cards in circulatior. in Canada. It is also the only MasterCard
acquirer that has active representation in all geographic regions. Should the Merged Bank decide to
be a VISA 1ssuer, Bank of Moarreal's Masté’rgfrd 'cards will be é’onvened -ic.;{ the VISA brand and,
assuming substantially all Bank of Montreal Mastchmd cardholders become VISA card holders,
the respective shares of the combined MasterCard and VISA vc.ﬂume-would dramatically change to
11% MasierCard/89% VISA, virrually overnight. MasierCard aticipates there would be further
erosion over a short time, to approximately 7% MasterCard, with VISA at 93%. At that level of
participation in the marketplace and given the eliminarion of budgets for advertising and suppornt
staff which will result from reduced revenues, MasierCard’s brand awareness would be so
-reduced, and its image so tarnished, that MasterCard would no longer be a viable competitive

alternanvs.

If this bappeos, then the genera: purposc card businass will bave devolvad to VISA. To help the
Bureau to evaluate whether this is a potenual result that it should be corcerned about, we subimit

the following for consideration:

e Over the last several years, MasterCard in Canada has pursued a carefully plannped swategy to
increase its business by aggressively; (i) licensing new MasterCard members, (i} reducing
fees, (iil) making its interchange fecs competitive, (iv) reducing regulatory barriers, and (v)

providing increased member suppott services.

s The process of signing up new members is slow and laborious. In spite of the eight new
significant MasterCard members brought in since 1993, MasterCard’s transaction volurne

compared to VISA has increased only about two percentage points. This represents important
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progress for MasterCard, but it also jllustrates the vulnerability of MasterCard in Canada
because of the significant time and difficulty in bringiog in cew members to compete. Only

two of these new members would have been eligible for VISA membership.

e MasterCard and its issuers (sometimes collective referred 1o as the “MasterCard System™) have
been, and continue to be, the innoyators in general purpose credit cards. For example, the
MasterCard System has introduced no fee cards, flexible grace penods, low inwroduciory
interest Tates, convenient arrangements to transfer balanas_ from a. prior card w0 a new
MasterCard card, low fee or no fee prenﬁ{;;; cards, significantly bigher customer service levels
and emergency card services. MasterCard was also the first to off;ir a gold card in Caoada, in
1981, and a platioum card ia Canada, in 1997. The .Maste'rCard”Sysrem inroduced the first
affioity/cobranded casds ip Canada in the mid 80°s. The MasterCard System also introduced

its owp corporate purchasing card in Canada tn 1997 VISA has yet to follow suit.

e As aresult of its cost based and market driven approach to interchange fee setting, over the last
several years, MasterCard’s interchange fees have been less than those of VISA. In the
negotiations between MasterCard members and merchants, this fact, coupled with the
members” desire 1o expand merchant acceptance, has geverally resulted in lower discounts for
MasterCard trapsactions at merchants vis-a-vis those charged by VISA members for VISA
transactions at the same merchants. We believe tha: the merchant discounts for MasterCard
trapsactions tend to be lower by a factor of 25 basis points or more than those for VISA
transactions. Withowt this competition from the MasterCard System, onc might expect the

VISA members’ merchant discouats to increase.

We believe the above clearly demonstrates that MasterCard and its members have been a force in
stimulating and advancing the intense competition found among general purpose credit cards today.
We sincerely believe that the elimination of MasterCard and the MasterCard brand from Canada
will reduce the utility and value of general purpose credivcharge cards to the detnment of

consumers, merchants and competition in geperal.
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With the above in mind, there are threc possiblc results of the Merger from the perspective of Bank
of Mootreal's MasterCard portfolio and MasterCard’s business io Canada. They are as follows:

1. The Merged Bank may convert the MasterCard cards in Bank of Moatreal's portfolio to VISA
cards, and may only acquire VISA transactions. This, of course, is the worst result for
coosumers, retaiters and MasterCard, as it would effectively climinate MasterCard as a serious

general purpose credit card cornpetitor in Canada.

2. The Merged Bank may convert its VISA car?ls to MasterCard cardé,'- which would have the
effect of increasing MasterCard's sharc'“o‘f the combined MasterCard and VISA volume in
Canada from its present 27% to approximately 48% .Niaste;'Card believes thi,s would be a
very desirable result, as it would increase the strength of the MasterCard brand in Canada and
further stimulat competition amongst members to grow their portfolios by making competitive

offers to consumers and retailers.

3. Although the ability to make this happen without government intervention lies with VISA, the
VISA and MasterCard members in Canada could become eligible to issue and acquire both
brands, so called “dualiry”. MasterCard believes that it would be well positioned in this
environment 1o be able to incent VISA mernkers 10 issue a large qumber or: MasterCard cards;
with VISA, at the same time, attempting to achieve the sarne result with the prasent MasterCard
members. Given the value offered by the MasterCard brand and the innovation demonstrated
by MasterCard, MasterCard would do very well in 2a environment where members could
issue both cards, and consumers and merchants would greatly benefit from the increased

pumber of players issuing and acquiring both brands.

What is apparent from the above is that MasterCard and its members have been effective
competitors in the marketplace, particularly, with regard to innovation as to products and product
features, effective price competition, and the addition of new members and types of members to the

competitive environment. As a result, consumers and merchants, alike, have bepefited greatly
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from the efforts of MasterCard and its members io the competitive war with VISA. The question
for the Competition Bureaw, in reviewing this proposed merger, is whether it believes that the
removal of MasterCard and the MasterCard brand from the Canadian marketplace is io the best
interest of coasurners, merchanis and "competition, given the innovation and other benefits
MasterCard has provided over the years, and continues to provide. We believe the Bureau wiil
conclude that it is essential in Canada that this interbrand competition continue for the benefit of
consumers, merchants and the credit card business. If so, then we wo].qd ask the Competition
Bureau to exercise its statutory authority to:"é.ri_mr.e that either the second or third option set forth

above is implemeated in connection with any approval of the proposed mérger.

II. CONFIDENTIALITY

MasterCard Cacada Inc., for itself and on behalf of MasterCard International, welcomes the
opportunity to provide information to the Competition Burean (the "Bureau™) with respect to the
proposed Merger. The information set forth herein is provided as background for the Bureau in
connection with Mr. Heatherington’s upcoming meeting with the Bureau, scheduled for May 27,

1998, and for the Bureau’s further reference in its deliberatons on the Marger.

Much of the icformation contained io tnis brief is highly confidental and commercially sensitive.
Release of such information could severely damage MasierCard. We, therefore, rely upon the
Bureau's assurances that this information will be treated as privileged and maintained in confidence
by it, and we ask the Bureau to accord it the highest degree of confidentiality which it may offer.
We understand that the information is provided at the request of the Bureau, in respect of a merger
inquiry, and is therefore protected under secrion 10(3) and 29 of the Competition Aet, and is

exempt from disclosure under the Access to Information Act.
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0OI. OVERVIEW OF THE CANADIAN CREDIT CARD BUSINESS

(s)  Glossary of Terms

In connection with the explanations of the credit card business set forth below, we bave attached as
Appendix I a glossary of industry terms. The definitions are based or the MasterCard Program but

the concepts in some instances are the same or similar for VISA.

(b) A Standard MasterCard Transacgion

The following simple diagram illustrates typical MasterCard transactions, iocluding the flow of

funds. The amounts and partiés chosen are arbitrary an'd_ for i'll'usn-ation pﬁrposes only.

- . Submission of ansaction data to
| n};ga:lzgﬁa(rd ;sgumg MasterCard for delivery to issuer Merchant's MasterCard
o eg. Canada Canada Trust acquiring instirution
Trust) which 1ssues card (eg. Bank of Monueai)
to cardholder Re-imbursement via settlement of
] Bank of Montreal's $100.00, less
£1.00 interchange fee (ic. $99.00)
R Paymeat by
» Twssmn of Bank of Montreal
Provid ayment by FARSACUOD PAYTIEDt  5f$100.00, less
v :;:ca:d consumer of information +he merchant
= his or her tlectrogically or disconst of §1.25
credit card 10 £100.00 via delivery of

(ic. $98.75), by

COCRUITLr. Mm’cn.d Mmacm dcposn -
™ paymsut slip werchant’s account
at Bank >f Maatreal
Pair of $100.00 Shoes Purchased :
Individual Cardholder Eﬂcthaq:szhtxcc: 4
- Consumer p i
Provides MasterCard and
Transaction accepted by merchant

In the above example, the consumer gets his or her shoes today, and pays his or her MasterCard
issuing institution (Canada Trust) the $100.00 within 21 days after billing, typically with no

interest. The merchant gets $100.00, less a $1.25 merchant discount, from its MasterCard
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acquiring isstiuton (Bank of Montreal) today or tomorrow. [ts net positios is $98.75. The
acquirer, Bank of Montreal, geis reimbursed $99.00 ($100.00-51.00 interchange) from Canada
Trust within a day or s0. his net position is $0.25. The issuer, Canada Trust, pays out §100.00-
$1.00=599.00 tomorrow, and gets $100.00 from its MasierCard cardbolder in 21 days or so. lis
net position is $1.00. Ifthe cardholder pays after the due date interest accrues to the issuer on the

outstanding balance,

(c) Issuers and Acquirers of Card T'n_o‘sactions in Canada

Within Canada, the main issuers of LizstaCafd cards are Baok of Montreal, National Baok of
Canada, Capada Trust, Albenta Treasury Brancbcs, the- crccht unidns, National Trust (currently
convertag to VISA issuance afier purchase by Bank of Nova Scotia), MBNA Canada Bank,
Capadizp Tire Acceptance and Capital One Figancial. Other iastitutions are licensed to issue
MasterCard cards and have issued a few cards, but the vast majority of MasterCard cards issued in
Canads are issued by the above noted institutions. Bank of Montreal, National Bank and Canada
Trust, taken together, account for some 87 percent of MasterCarc cards in Canada, with some 91
percent of ransaction value. Bank of Montreal alone accounts for approximately 57 percent of all
MasterCard cards in circulation in Capnada, and 59 percent of MasterCard wansacticn value. I
accounss for approximately 21% of general purpose credit cards in Canada, with 2 value of 15

percent of transactions undertaken by use of such cards.

As detziled in Appendix I, acquisition of credit card transactions is the process whereby a merchant
deposits a MasterCard or VISA transaction (whether by paper slip or electronically) to its account
at the MasterCard or VISA member financial jnstitution. The merchant thereby receives payment
from the institution for the transaction by way of the deposit. It can only deposit the MasterCard
slip {or zlectronic message) in an jnstitution which is a licensed member of MasterCard, and with
which the merchant has negotiated an acquiring agreement; in an acquiring agreement the institution
agrees © acquire MasterCard transactions from the merchant, pay the merchant the value of the

transacrion, and charge the merchant an amount (the merchant discount) for such service. Unless a
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merchant has such an arrangemeat with a VISA or MasterCard acquirer it may not accept VISA or
MasterCard cards, respectively; consequently haviog an agreement with an acquirer which is able
to acquire all of the merchant’s MasterCard trapsactions is necessary for acceptance of the card,
and therefore for the .system to work. Quly Bank of Mobtreal, Canada Trust and National Bank of
Canada are significant acquirers of MasterCard wansactions in Canada. Bapk of Moateal acquires
more thaa 60% of such wansactions in Canada, and is the only acquirer generally acave in all

geographic regions. Itis virtually the only MasterCard acquirer active at alf io Atlantic Canada.

On the VISA side, VISA qu are issued I;y the Royal Bapk, ihg Canadian lmperial Baak o-f
Commerce, the Toromto Dominion Bank, the Bank of .Nova Scotie;. the Caisse Populaire,
Laurentian Bank, CitiBank, VanCity, and Citizens Bank. Based on MasterCard's own estimates,
The Royal Bank of Canada, the Canadian Imperial Bank of Commerce, the Bank of Nova Scotia
and the Toronto Dominion Bank account for approximately 88 percent of the VISA cards issued n
Canadz, with a value of 93 percent of all such VISA trapsactions. Most VISA wansactions in
Capada are acquired by the Canadian Iropenial Baok of Commerce, the Royal Bank, The Toronto
Dominion Bank, Bank of Nova Scotia. Citlbank and Caisse Populaire also acquire transactions.

Anached as Appendix [ is information with regard to issuing acquining institutions in Capada.

(d) The Cards/Associations
() Principal Cards in Canada

The oaly significant general purpose credit cards in Canada are VISA and MasterCard. They are
general purpose credit cards which can be used at a large variety of merchaar locations - virtually
every significant merchant locaton in Canada accepts ome or, tfypically, both VISA and
MasterCard. They are also widely accepted globally.

The third (and indesd a distant third) brand of general purpose cards i Canada is American
Express ("AMEX”). AMEX differs from VISA and MasterCard in a number of important
respects. First of all it is fully owned and managed by American Express, unlike VISA and
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MasterCard which are financial instirution membership organizations. There are approximately
one-quarter the number of AMEX cards in Capada ag there are MasierCard cards (perhaps oge-
seventh or one-¢ighth the number of VISA cards). Purchases on AMEX cards would represent
approximately one-fifib of the value of purchases oo MasterCard cards, and 10% of the value of
purchases on VISA cards in Canada. As to merchant locations, MasterCard and VISA are each
accepted at aver 15 million locations worldwide and, according to MasterCard and VISA member
surveys, ar approximately 600,000 locations each in Caoada; By contrast AMEX cards are
accepted at about four million locations worldwide. MasterCard does not know at bow many
locations AMEX cards are accépu:d in Canada. - AMEX cards; are éqécptéd primarily at travel and
coterainment establishments and “high-end” retal mctci:antS. Furtﬁer, and fundameprally, most
AMEX cards in circulation, and all green AMEX cards, are charge cards and aot credit cards at all.
They must be paid off fully on a monthly basis, ualike VISA and MasterCard cards, which are
credit cards which allow the consumer to pay for a purchase, but not bhave to pay more than a
minimum amount and cary the remainder as an outstanding credit balance against which interest
accrues. Finally, Amencan Express tends to bave a very high merchant discount as compared with

MasterCard or VISA.

The ooly otber general purpose card in Canada is the Diner/En Route card. There are only about
balf a miiiion such cards in Canada, and MasterCard estimates less than two billion dollars worth
of transactions occur on those cards in Canada each year. The various comments with respect to
the American Express card apply with even greater force to the Diners/En Route card, and in agy

- cas¢ its umerical presence is so small as to be virtually irrelevant.
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In addirion to general purpose cards, a number of retailers have their own charge cards, including
Sears, The Bay, Eaton’s and Canadian Tire (some Canadian Tire charge cards have been converted
10 MasterCard cards, although Canadian Tire continues to have a significant portfolio of “red” store
cbarge cards). These cards differ from MasterCard aod VISA in a pumber of very significant
ways, iocluding the fact that the 1oterest rate on such cards (typically 28.8%) is much higher than a
typical interest rate on a general purpos-c credit card, and the fact that the cards can only be used to

purchase goods at the issuing retailer,

Finally, of course, consumers can purchase goods and services io various ways in addition to
credit or charge cards. These include debit cards, cheques and cash. " All of these are forms of
payment are useful in various sceparios. Noretheless, the ooly two widely accepted general

purpose credit cards available in Canada are MasterCard and VISA.

(i)  History of MasterCard and VISA in Canada in the 30's

In 1992/3 Royal Trust Corporation, which accounted for approximately 17% of MasterCard’s
ransaction volurne at that dme in Canada, was purchased by Royal Bank of Canada. Due 1o the
prohibition against a single financial institution issuing both MasterCard cards and VISA cards, ie.
duality, those MasterCard cardbolders were converted to VISA. Prior to that change, transaction
volumes for MasterCard and VIS A, taking the general purpose credit card business as a whole,
were 34% MasterCard, 66% VISA. The loss of Royal Trust \;vbuld have reduced MasterCard o
approximately 25% (although in fact it did not fall much below 26%, because of aggressive work
with the remaining members). Since that time, as you know, National Trust has been purchased
by a VISA bank (Bank of Nova Scotia). Consequently a further approximately 0.77 percentage
point share beld by National Trust is expected to be lost to MasterCard and gaioed by VISA, for 2

shift of 1.5% overall, within the next few months.

The loss of Royal Trust and, subsequently, National Trust as members did not prompt MasterCard

to pursue government intervention to protect MasterCard. Rather, as outlined in this submission, it
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prompted MasterCard 10 aggressively develop a compentive marketplace strategy which included
licensing new members to issue MasterCard cards. That strategy is beginoiag to bear fruit,
although it is a slow process and MasterCard is still well below the level in Canada in which it had
achieved before the departure of Royal Trust. lIa fact it is below the level (35%) which
MasterCard’s Global Board believes is necessary to sustain a card program oo a long-term basis in
any region of the world. 1f the Merger were not to take place, MasterCard believes the srategy it
bas been pursuing would, in time, cause it to achieve a 35%, or even son‘lewhal higber level of

-~
penefration, so that it would be an even more-effective competitive force in Canada.

By conwmrast to the situation ar the time of the loss of }if)yal Tfust, MasterCard is making
representations in this document to the government with respect 1o the potential consequences
flowing from the Merger. That is because the loss of Bank of Montreal is different in kind than e
loss of Royal Trust. While Royal Trust represented approximately 17% of MasterCard's volume,
Bank of Montreal represents almost 60%. Bank of Moatreal is the only one of the large five barks
which issues or bas ever issued MasterCard cards in Canada. It is MasterCard’s ooly muly
national branch network. Loss of Bank of Montreal, therzfore, would not be the type of event
which would spur MasterCard to even greater competitive marketplace activity. Rather, as outlined
below, it is a logs that would prevent MasterCard from being an effective comperitive force. It is
for that reasoo that, in the current situation, in comrast to the Royal Trust or National Trust
situations, MasterCard is making representations to the Competiion Bureau. The ioss of Bank of
Montreal 1o MasterCard would do more than simply represeat a challenge to MasterCard, it would
- represeat the potential for the elimination of MasterCard from the Canadian marketplace, which

would be Jetrimental to merchants, cardbolders and the economy as a whole.

Since 199273, in large part as a deliberate and direct response to the loss of Royal Trust,
MasterCard has been aggressively and effectively soliciting néw members to issue MasterCard
cards in Canada. Those efforts are outlined in secton I'V (¢} below. Despite considerable success

In signing up new members, many of which are Canadiag affiliates of significant financial
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organizations in other jurisdictions, it is a slow and laborious process to bring a new member to a

level where it can effectively compete.

In fact, despite the eight new major members brought in by MasterCard since 1993, only three are
yet issuing cards in any significant numbers. v that ime period MasterCard bas gained almost 2%
on VISA. This represents important progress by MasterCard, but it illustrates the significant time
and dificulty in brioging in mew comperitors, and the vulperability of MasterCard, and of
competition io the card business io Canada._Tbe loss of RO);"al Trust fé;ircse_nted a huge setback
for MasterCard in Canada. . The loss of B;uk of Montreal would devasuate MasterCard and

eliminate MasterCard aod the MasterCard brand as an effective compeftitive force jn Canada.

(i} Typical use of Cards

MasterCard’s consumer studies suggest that of Canadians with credit cards, 54% have ooly a
VISA czrd, 18% have only a MasterCard card and 28% camry both cards. A number of factors
influencz which cards Canadians carry aod, if they carry both, which card they use as their
principal card. The three most important of these factors are, in order of declining significance:
Which bank or institution the cardholder has his or her principal banking relationship with (thar is
cardboiders will typically use the card issued by the bank where they bave their priacipal
relationship as their primary card), the benefits offered by the c‘a.rd (i.e. points or rewards); and, 10
a lesser but increasingly important extent, the interest rate or the costs associated with the use of the
card. Consurner studies as to reasons for acquiring credit cards indicate that the top three reasoas
Canadiaas acquire credit cards are; (i) having received an application from their bank, (ii) that the
card came with their bank account, and (iii) that a reller gave them the application. From the
forgoirg it is clear that credit card acquisition and use in Canada remains closely tied to branch
banking relationships, although that is changing with the new entrants. This is contrary to the US
experiznce where general purpose cards held by cardholders are most often issued to them by

entities other than by the bank with whom they have their deposit account.
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Given e importance in Canada of primary banking relationships determiniog card acquisition and
usage, the primacy of VISA (which bas four of the five biggest banks as members} is
ucderstandable. For Canadians who carry both a VISA and a MasterCard card, more often than
not VISA will be the primary card and MasterCard the secondary or back-up card, because VISA
cards are issued by four of the five largest banks in Canada. Therefore, while there are roughly
twice as many VISA cards as MasterCard cards issued in Canada, ransaction volumes oo VISA
cards exceed MasterCard by roughly three 10 one Avemge monrhly spendmg by Canadians on
MasterCard cards is approxlmately $280.00; Versus average monthly Spendlng of $340.00 on
VISA cards.

The importance of this primary banking relationskip to credit card acquisinon and usage is clear in
the context of the Merger, given the potential switch of the Bank of Montreal’s MasterCard
portfolio from MasterCard to VISA. While MasterCard is workiog aggressively to introduce new
MasterCard issuers, they are not the type of institutions likely 10 establish primary banking

relarionships with a large number of Caradians, at least not for many years to come,

{iv)  Number of Cards of Each Type

There are tetween 11 and 12 million MasterCard cards, and approximately 20 millioo VISA cards

issued in Capada. Bank of Montreal has issued more than 6 rm'l!iqn of these MasterCard cards.

{(v)  Numberof Locations Each Accepted

Membership surveys indicate that cach of VISA and MasterCard are accepted at approximately
500,000 merchants in Canada, which bave approximartely 600,000 locations. Each such
acceptance point requires a separate acquirer for the VISA and MasterCard transactions. Bank of
Moatreal is the only national acquirer of MasterCard transactions, and in fact acquires

approximately 60% of all MasterCard transactions in Canada.
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(v}  Dollar Value Of Transactions

Toxal annual MasterCard transaction dollar value is about $24 biltion, of which Bank of Monueal
represeots in the range of $14 billion. _Total VISA wansactions value is approximately 385 billion,
of which Royal Bank represeat something in the range of $21 billion, The significance of those
numbers is that both MasterCard's and VISA's revenues are based on volume of transactioans, and
the higher VISA volume provides VISA with more money to pursue marketiog 20d promotional

strategies to incent a preference for VISA among merchants and cardholders.

(vii)  Organization and Governance of MasterCard

MasterCard International Incorporated is a United States non-stock, not-for-profit company,
incorporated in Delaware, owned by its members, which for the most part are regulated financial
igstitutions. The company was established in the late 1960s, as the Interbank Association, for the

purpose of organizing a charge card plan amongst its members.

MasterCard licenses members to conduct, and perform services in connection with members’
MasterCard card programs around the world. It operatzs directly and through various subsidiaries
iocluding, for instance, MasterCard Canada Inc. MasterCard’s role is 10 license members 1o
conduct MasterCard programs and use the same MasterCard in logo form with interlocking circles
andvor on its own. MasterCard also is respousible for approving a busiaess plan for sew members
creating new products and features, keeping current the niles by which members function in this
capacity and enforcing these rules, maintaining the network platform, performing authorizarion and
- serilement of transactions between members, working with members on marketing programs and
security issues, and advertising the products and marketiog them through spossorships and other

programs.

At the time MasterCard commenced operations, the BankAmericard (now VISA) network was
already in operation io the United States. At that time VISA members were not authorized to issue

MasterCharge cards or acquire MasterCard transactions, and therefore the networks began in a
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non-dual eavironment {i.e. members could not issue the other card or acquire the other’s
wransactions). That subsequently changed in the United States and various other jurisdictions in the
world, but the non-dual environment bas persisted in Canada. MasterCard understaads ooo-
duality to be a formal rule of VISA in Canada. MasterCard has no such absolute rule, but in 1992,
the Board of Directors of MasterCard adopted a program of pon-duality in exchange for a
commitment by the Capadian members to grow MasterCard's business in Canada. While
MasterCard would prefer that Royal Bank convert its VISA ponfolio to MasterCard, MasterCard
would also be supportive of full and open dual.lty with respect to the Mast_char;i'and VISA brands

in Canada. It belicves that the results would be pro-competitive.

MasterCard’s eligibility rules provide that, io order to be a MasterCard member, the potental
member must be a regulated financial insttution thar is authorized toéngagc fa financial
rransactions under the laws aod/or government regulations of the counwy, or any subdivision
thereof, in which it is organized or principally engaged in business. Financial transactions are
defined as the making of commercial and consumer loaas, the extension of credi:, the effecting of
transactions with paymeots services cards, the issuance of travelers’ cheques or the taking of
conswmer or commercial deposits. Such financial tnsttutions must be regulated and supervised by
one or more governmental authoriies aod/or agencies authorized and empowered to esublish
and/or enforce rules regarding financial transactions and the financial condition, acnvities and
practices of entities engaged ib such financial transactions. If the financial institution does nort take
deposits, then financial transactions, as defined above, must constitute substantially all of the

’
- business conducted by the jnstitution,

Members of MasterCard can be either principal members or affiliate members. Principal members
are fully responsible for all of their transactions and are generally connected to the MasterCard
network. They setle their tragsactions with other principal members through MasterCard’s
settlernent and clearing system. Affiliate members have entered into arrangements with principal

members, whereby the principal member is responsible for, and satisfies, the financial obligations
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of the affiliate member, including providing an whnmate guarantee of payment by senling its
affiliates” paosactions with other principal members. The pracipal member is paid by the affiliate
member in whatever manner the two entiies negotiate berween themselves. Some affiliate
members simply delegate all of the work of running a card program to the prineipal member, which
creates the cards and manages the card program on bebalf of the affiliate member. While the
principal member is largely or rotally-invisiblc to the cardholder, it effectively runs the entire
arrangement, including management of the card accounts, settlement, payment, etc. At the other
end of the spectrum, some affiliate members m;ithenr own card pr-ograms in ihéi‘r entirety, and the
principal member simply proviﬂes an uftimate guarantee ,_of payment and the coonection with the

MasterCard system.
Atached as Appendix HI is a list of major principal and afhliate MasterCard members in Canada.

MasterCard lnternational is governed by its Board of Directors, commonly referred to as the
Global Board. The Global Board presently bas 29 voang and 1 non-votiag director. Each vorng
director is entitled to one vote on each issue. Curently the MasterCard International Board
coatains coe director who is an employee of the Bank of Montreal. There are also regionzl boards
in each of MasterCard's six regions, oce of which is Cagada. The Global Board has delegated
specific authonities 1o those boards, including the right to elect new members 1o MasterCard

International from their respective regions.

MasterCard's Canada Region rules are designed 3o that the directors on the Regional Board
represent, in the aggregate, the views of all the constituencies of members in the Canada Region.
For smaller members, that representation may be shared with other smaller members. The Canada
Region Board bas two appointess from MasterCard Intemational, as well as an individual wbo is
an employes of each regional principal member whose wransaction volume equals or exceeds 5% of
the total cardholder volume for the Region. Regionel principal members whose cardholder
volumes are individually less than 5% of total cardholder volume are collectively entitled to elect

two directors, and regional affiliate members are collectively entitled 10 elect t two directors.
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Cusrently the Canada Region Board has some nine members, being two employees of MasterCard
International, one employee of Bank of Monteal, one employee of National Bank, oee employee
of CUETS, one employee of Alberta Treasury Branches, one employee of Canada Trust, ope
employee of Capadian Tire, and one employee of MBNA Canada Bank. The Chairperson of the
Canada Region Board of Directors is an employee of the National Bank, and the Vice-Chairperson
is a0 employee of CUETS. '

In addidon to ensuring that all constituencies sppoint or clect a director to ibc'Regional Board, the
region’s voting rules are designed so that no bsc director may dominate, or carry a voting item on
his or her owp. To this end, no mermber of the Regional Board may vote more than 25 votes or
fewer *aan 5 votes. Thaere are a wial of 85 votes on the Board. MasterCard’s Capada Region

Board's voting rights are explaiaed in greater derail in Appendix ['V.

(viii) Bank of Montreal Affiliate Members

Should Bank of Montreal cease to be a MasterCard mernber, its affiliate members would also cease
to be members, unless they found other principal members, or themselves became principal
members. For Bank of Monueal affiliate members which essentially conwol their own card
systemns, t2¢ transition to becoming a principal member or finding a new pnacipal member would
be disrzpave in the short term but would probably not be insurmountable. For other sntities such
as Hong Kong Bank of Canada, Korea Exchange Bank, Banc; Commerciale ltaliana of Canada,
Standa-d Chartered Bank, the Bank of East Asia (Canada) and Republic National Bark of New
York, amongst others, which ‘use Bank of Moutreal as their principal member, and which
effectivaly delegate the runping of their eatire card program to Bank of Monrreal, the loss of Bank
of Montrea] as a MasterCard member if the Merged Bank becomes a VISA issuer and acquirer,
would put an end to their MasterCard programs in Canada, at least for a considerable period of
time. As a practical matier they might well simply switch, with Bank of Montrea!, to VISA.

17
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(¢)  Foreign Participation

Virtually no MasterCard cards issued to Canadian residents are issued by foreign baaks, and no
rransactions are acquired from Canadian locanions by foreign institutions. The only exception is
Wells Fargo. The Wells Fargo arrangements are explained fully in Appendix V. o summary,
however, Wells Fargo makes a very limited pumber of small business loans in Canada through the
use of MasterCard cards. It is a picbe business, with very few MasterCard cards issued to

Canadiaps.

While there is no specific préhibition on the issuance of credit cards m'C'anadians by foreign based
institutions, in consultanion with the Office of the Supe-rimen;i’cnt of 'Financial Instirutions (OSFI)
about rew MasterCard members generally, OSFI ha.;; been anxicus to make sure that whatever
instiution is issuing the cards is properly regulated, because its failure to pay could have
implications for Capadian acquiring instirutions if they were ot paid. Funther, as a practical
moatter, foreign institudons do mot scem to wish to issue cards to persons residiog in other
jurisdictions. That may change at some point but for now that is the rarkerplace reality. Thus,

significant competition from foreign firms is not expected in the short term.

As 10 transaction acquiring, non-Canadian Payments Association members cannot take degosits, 50
foreign institutions ars a0t ipvolved in that business. Thus, while foreign institutions may be able
1o offer some very limited competition on the card issuance side of the business, it is indeed kimited

and by way of niche panicipation. They do not participate in transaction acquiring at all.

While in the sense noted above (issuing cards to Canadians and acquiring Canadian transactions)
MasterCard participation is ooly by firms within Canada, in another sease of course MasterCard is
truly intsrnational. Canadians with MasterCard cards can travel virmally anywhere in the world
and have their card accepted. Similarly, visitors from anywhere in the world can and do come to
Canadz with their MasterCard cards on business and for reasons of tourism. Promotion of the

MasterCard wrademark, together with the functioning MasterCard settlernent and clearance system,
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permits Canadians the ability to use their MasterCard cards anywhere in the world and similarly
helps facilitate tourism and other visits to Canada by foreigners. Were MasterCard not able o
continue in Canada, that would have negative implications for Canadians wavelling abroad (and to
the various regions of Canada where MasterCard acceptance will be pamicularly adversely

affected), and will also bave negative implications for foreign tourists coming to Canada.

(H Current Growth

As a result of MasterCard’s efforts over the as; oumber of years 1o inwoduce new competitors and
compeutive offeriogs, MasterCard bas now begun to make up'some.o_f the ground lost when Royal
Trust switched to VISA. Over the last eight quarters MasterCard h;s gained share on VISA. In
particular, over the past year pew members such as Canadian Tire Acceptance, Capital One and
MBNA Canada Bank, bave begun 1o issue MasterCard cards in significant pumbers. They are
antracting business, as will be outlined in greater detait below, by providing higher levels of
service, lower interest rate optioas, lower fees for premium cards, and generally making the
marketplace more competitive, Other MasterCard members and VISA members are responding to

this competition and sharpening their own offenngs.

This pregress is hopefut for MasterCard and for competition in the card business in Canada. k
sugges's that, but for the proposed Merger, MasterCard couid, over the pext few years, build up
its sharz as agaiost VISA 10 a sustaipable level of 35%+. However the pew cowants as yet
represeat 3 very small percentage of credit cards (less than 5% of total MasterCard cards and less
than 2% of general purpose credit cards in circulation in Canada). That said, over the medium term
the new epwants promise to make MasterCard a more effective and competitive organization in
Canada. With the potential loss of Bank of Montreal, however, cot only is that advance halied, the
potential for effective competition is eliminated, because of the consequences of a catastrophic drop

in card issuance and acceptance which loss of Bank of Montreat would represent.

This would occur for several reasons. First, with the drastic reductions in transaction value as a
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result of the switch of cards, MasterCard would bave no reveaues 10 promote the brand io Canada.
Second, with the reduction in the number of cards, brand awareness will be diminished in the
minds of consumers and merchants alike and the reduced number of cards may cause rerchants to
cease accepting MasterCard at all, given the limited number of transactions. Lastly, one might
expect the remaining MasterCard members in Capada, io this environment, and new potennal
members, to themselves consider swim‘bing 10 VISA. Thus, the consequence of the loss of Bank
of Montreal 10 MasterCard would be oot merely to delay the impact of lh'g pew enfrants, but, io

fact, to prevent MasterCard from continuing 2s-a competitive force.

IV. MASTERCARD BENEFITS TOCOMPETITION

Over the last several years, MasterCard in Capada bas pursued a carefully planned swategy to
increase its business by providing a platform for increasingly comperitive offerings, and has
increased the number of competitors in Canada. It has dooe this through increasing membership,
reduciog fees, making its interchange fees competitive and market based, teducing regulatory
barriers and providing increased member support and services. It has done ail this because, as the
second place association - and particularly afier the joss of Royal Trust - it needs to increase its
busioess to be effective in Canada. By accepricg new riembers, and thus increasing competinve
pressurss, and by facitiating the inwoduction of new products and services by its Capadian
members, MasterCard has sought to grow it business; in so doing MasterCard bas provided
Canadians with compettive products, prices and choices, which they otherwise would not have

had.

’,

The presence of MasterCard in Canada has clearly besn an impetus to a vigorous competitive
marketplace for credit cards. Various innovative products and benefits have come to Casada
through MasterCard. In many cases these innovations have been followed by VISA and its
members, as one would expect in a competitive marketplace. In a few cases VISA has led, and
MasterCard bas responded again as one would expect and demand ip a competitive environment,

Below we illustrate some of the specific examples of that competitive dynamic. The credit card
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business in Canada is very competitive, and it is competitive in significant part because of the
presence of a vigorous and effective MasterCard organization. To the extent that MasterCard were
oot vigorous or effective in Canada, the marketplace would be correspondingly less compentive,

This would represent a significant detriment to Canadian consumers and businesses.

(2) Consumer Choice -

Oue of the key issues in this proposed Merger, for ordipary Canadian consumers, is whether or
not they will continue to bave the ability lbj{:gooéc between MasterCard and VISA. There is a
similar question for merchaots, large and small. As noted above, most Capadiacs carry cither 2
MasterCard card or VISA card, and many carry botb. 'Evc;fin those cases where the consumer
carmies both, ope card may provide air miles with purchases whereas another may accord discounts
at a cobranded merchant. If MasterCard goes away not all of these pmgﬁms will be coatinued,

particularly those that provide less of a rerurn to the issuer.

Canadians enjoy the convenience of having either or both cards accepted at virtually all retail
locations in Canada. If cardholders are told they must give up their MasterCard cards, or retailers
can no longer accept payment by MasterCard, they will feel, rightly, that their competitive options
and choices have been foreclosed by the Merger transaction, in 2 very tangivle and real way.
Coasumers will feel that someone has effectively reacbed into t?)eir wallet and removed a valuable
and valued 100l. Retailers will feel disadvanaged given the avcﬁge (price) differential (merchant
discount) between MasterCard transactions and VISA transaction. The proposed Merger will have

foreclosed cardholders' and merchants’ options and freedom of choice.

{(b) New Types of Cards and Services

MasterCard and its members have been highly innovative in the delivery of new types of cards and

new card related benefits to customers in Canada. For example:
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1] Low Interest/Law Annual Fee/Cost Choice

Perhaps the key distinguishing feature of MasterCard in its early years in Canada was its "no fee”
pature. When VISA cards were introduced in Canada they carried an annual fee. Very shortly
after the inmoduction of MasterCard, however, basic MasterCard cards were offered by members
on a no fee basis. This was ooe of MasterCard’s key defining features in Canada. Ultimately,

VIS A banks foltowed suit and offered 2 no fee VISA card.

in addidon to offering low fee cards, MastciQ;fd members have been much more innovative than
VISA ia promoting the avaifability of low or lower interest tate cards.” For example, MBNA
Canada Bank has offered a 6.9% interest rate card. Czi;ital One bas offered rates of 5.9% and
7.9%. Another example is that Bank of Montreal bas offered lower iaterest rate cards, as well as
more flexible grace periods, apd interest rates and annual fees to suit the needs of consumers. It
offers a card with 10.4% iaterest, and explicitly encourages coasumers to make purchases on their
higher interest “points” cards, and then transfer the balance on 2 moothly basis to the lower interest
Bank of Moouweal MasterCard card. MasterCard has clearly promoted compettion via its

introductioo of new members with VISA and among MasterCard members.

In addidon o facilitaniag the introduction of low interzst and low fee cards, MasterCard and its

members have been leaders in the inooduction of creative card features including:

Grace Periods - Typically card customers have been required to pay their bills withia 21
days of the date of the b}'l!. MasterCard issuers in Canada, including Bank of Montreal,
bave now started to issue cards with different grace periods (15 days or 0 days) together
with other distinguishing fearures (rypically a lower interest rate) to customers who want
that product offering. We believe that VISA members do not yet offer differing grace
periods.

Introductory Rates - MasterCard issuers in Canada, including Capital Ope, MBNA

Canada Bank and Bank of Montrzal, are now offering new cards to cardholders at a lower
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inroductory rate for a fixed period, as a compctitive incentive to consumers to take ther

cards instead of other cards. VISA issuers have now begun to follow this [ead.

Low Fee or No Fee Premium Cargds - Typically premium cards {i.c. Gold cards or
Plarinum cards), bave cartied a higher annual fee. Due to the new MasterCard panicipants,
Gold MasterCard cards are now available without an anoual fee from both MBNA Canada
Bank and Capita! One. I fact, a Platioum MasterCard is also available at Capital One with
no annual fee. Capada Trust bas resppaded by waivingvfzs fee on its Gold Card. A VISA
issuer, Toronto Dominion Bank, has ;lso recently responded by offering a no fee Gold

Card.

(%)  Service Innovations

Differential Customer Service Levels - MasterCard has introduced sigoificant
compedttion by issuers in customer service levels. In particular, MBNA Canada Back is
noted for its very high level of customer service. Customer service is available 24 hours a
day and at a very high level of pro-customer advocacy from MBNA Canada Bank, Higher
levels of customer service oo Platinum cards, which service levels are required by
MasterCard, are available from all those issuing Platioum cards. These service items
include 24 bours-a-day live contact with individuals for emergercy assistance, *warm” (the
customer service representative stays on the line with the customer) telephone transfers,

and global multi-lingual assistance.

- Balance Transfer Qptions - In connection with soliciting the trapsfer of card
portfolios, MasterCard issuers in Canada are now providing convenience arrangements
whereby the existing balance on the prior card may be wransferred to the new MasterCard
card and, and as reward for doing so, the MasterCard issuer will waive annual fees or
provide some other benefit. Such convenience options are now available from Capital Oge,

MBNA Capada Bank, Bank of Montreal and Canada Trust. Thus far, VISA issuers bave
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only offered this service to selected customers, but there is reason 1o believe that VISA
issuers, given their pattern of following MasterCard members in order to remain

compettive, will offer this feature more generally in the future,

Emergency Services ~ MasterCard offers its members’ cardbolders a program called
MasterRoad Assist. This is a program whereby emergency services are available to the
cardholder from reputable local service providers at pre-negotiated rates, 24 hours a day,
by calling a single 1-800 number. This is an innovation which has fot yet been matched by
VISA. MasterCard also offers Glob;i":é'ervicc, which is 2 24 bours a day, snywhere in the
world, all language sérvicc to provide repla'cqmcxit .cards-;'cash advances, aod other
services, such as an increase in available credit and other card benefits which are

particularly useful to cardholders white raveling abroad.

iii}  Premium Cards - Gold/Platinum/World

MasterCard was ihe first general purpose card to offer a gold card. MasterCard inwoduced this

product, both intentionally and in Canada, in approximately 1981. VISA followed suit.

In 1997 MasterCard introduced a Platinumn card in Canad2. It was announced first by Capital One.
Bank o Monuaeal responded within ope day, and offers its own Platinum card. Capiual Onpe's
Platinum card is offered for no fee. Other issuers are preparing ;6 launch Platicum cards. The
Platinura card offers additional begefits, including a bigher minimmm credit limit, discounts off
hotel and other purchases, access to airline lounges, aod similar benefits. VISA has not yet offered

a Plarinum card in Canada, but i$ expected to do so soon, in response to the competition.

MasterCard  International bas developed and just introduced, interatonally, the “World
MasterCard” card. This is the highest level of MasterCard card available and camies with it no
preset spending limit. Toe World card.is brand new and oot yet offered in Canada. VISA, even
imentionally, bas not yet developed a response to the World MasterCard card, although, as with

other developments, VISA may be expected to follow suit in due course as part of the cornpetitive

frameworx.
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(v} Affinity/Co-Branded Cards

Affinity cards are cards which in some way carry 2 logo or designation of a charitable or public
interest group. The classic examples of Affinity cards are unmiversity alumni affinity cards or
Affinity cards supporting charitable works or associatons. Affinity cards in Canada support
organizations such as the Vancouver Symphony, the Stratford Shakespearean Festival, the Royal
Winnipeg Ballet, the Royal Canadian Geographical Society, The Canadian Cancer Society, the
Heart and Stroke Foundation of Canada, agq_ the Onawa Senators. MasterCard issuers provided
the first Affinity cards in Canada in the mid 1580, Currently there are in excess of 300 Canadian
MasterCard Affinity cards, mci 1wo such VISA Affinity gards: ia Canada. -

A related product to the Affinity card is the cobranded card. That is, a card camrying the name of a
commercial organization as well as the issuer, which provides direct financial benefits from the
cobrander 10 the card user. These work essentially the same way as Affinity cards, except that here
the benefits flow to the card user rather than to the charitable organization. Probably the two best
known Capadian examples of such cards are the MasterCard AirMiles card (which permits card
users to ccllect poiots available for airline ravel, hotels, etc.), and the GM VISA card (with which

cardholders can collect points applicable to savings on a new GM motor vehicle).

There was very considerable competition between MasterCard and VISA prior to the iaunch of the
MasterCard AirMiles card, and similarly the GM VISA card, 10 determine which member would
issue the card and, hence, which brand the card would be issued under. Such competition leads to
competitive bepefits, in that MasterCard and VISA provide incentives to their members 1o enhance
the member’s bid to issue the cobranded card. For example, MasterCard and/or VISA may offer 10
cut or eliminate fees for the issuing institution. Competition to inwoduce Such cards also, of
course, leads to the consumer benefits of more such cards, and choices, being available. Most
Gold cards in Canada now carry some sort of points sysiem which can be collected for some

benefit to the cardholder.
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MasterCard estimates thar, in Canada, the benefits Nowing to cardholders, charities, or public
service groups through various affipity and cobranded MasterCard programs in 1997 totaled
berween $45 rmullion and $70 million.

v Corporate Purchasing and Fleet Cards

MasterCard was the first of VISA add MasterCard 1o inroduce a corporate purchasing card in
Canada. This is a card which is issued by companies 10 company employees and, tbrough detailed
trackiog of purchases and types of purch;;;t.-proQides detailed-aud useful ‘fc-—pbns 10 management
on expenses and expense- management SYsICmS. Mastcr-Card@ﬁtroduccd this card in 1996.
MasterCard has developed its own computer software, "Sm;m Data For Windows", for use in
processing the information for the corporate purchasing card. MasterCard understands that VISA

15 io the process of developing such a card to respond to this offering.

MasterCard was also the first to inroduce fleet cards, which are targeted at businesses that
maintain a fleet of vehicles. MasterCard underszands that VISA in now responding by developing

its own card for fleet capability.

(<) New Members

As noted above, and as detailed in Appendix V], since 1993., MasterCard bBas introduced some
eight n2w members in Canada. In that ime period VISA has bot introduced agy new members
except Citizen's Bank, which is a subsidiary of a preexisting member. MasterCard has brought in
new members because it must increase the number of cards through increased membership, and

introduce insovations, in order to be successful.

To succeed in Canada MasterCard needs a higher level of business, which means more members
and more cards. MasterCard’s Global Board has determined that, as a long-ternm proposition, the
card is pot viable in a market with much less than a 35% share. Given that four of the five largest
banks in Canada are VISA issuers, which cannot, by VISA's rules, issue MasterCard cards, and
particularly with the loss of Royal Trust Corporation 1o The Royal Bank, MasterCard needed and
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needs to grow 1o survive and continue to provide cffective competition in Cavada. As will be
outlined below, declining share of general purpose cards and fewer merchant accepting locanoans
leads to a vicious circle of decline. Therefore, faced with a marketplace in which the major
financial institutions were committed to the other card, and the need for growth to survive,
MasterCard had every incentive to introduce new card issuing competitors and new rypes of
issuers. By contrast VISA had and b;s a lesser incentive. It is under less pressure to introduce
members or innovations. Therefore, it is not surprising that MasterCard bas succeeded in bringing
new card issuing members in Canada and."'i“x’rv fact has introduced most, ibf— ;mr all, consumer

ianovations. It needs to.

-

The methods by which MasterCaid has achieved new member introduction 1aciude the following:

Price MasterCard has significantly reduced both the cost of the memnbership fee, and has
misgated the obligation to pay the enwry fee “up front™. For instance it ouly requires
paymeot in respect of the first anticipated 150,000 cards to be issued, rather than on every

card to be issued. Further, the paymeant cap be made over three years, rather than in the

firs: year,

Governange MasterCard’s govemance structure clects individuals from smaller members
as well as large, thereby bringing to the Regional Board the perspective of the entre
membership. Of course, the directors oa the Regional Board, no matter where they are
from, are required to make decisions in the best interest of the brand and, hence, the entire
- membership. Itis impo;tam to note that po one director has enough votes 10 carry any

IS

Interchange MasterCard’s interchange fee is subject to an independent study, based on
acteal cost. This is a benefit to members which are typically not balanced as to issuing and
acquiring, at least at the outset of their membership. MasterCard is committed 1o ensuring

that interchange fees in Canada are calculated to cover issuers® costs on an average issuers
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experience basts.

Flexibility MasterCard has worked aggressively, in consultanion with federal financial
officials including OSFI, and with provincial officials, to find means by which institutions
may become appropriately regulated and supervised, so as 10 meet membership eligibiliry
criteria. By contrast, we understand that VISA cootinues to require that instirutions be
deposit takers and/or eligible for membership in the Canadian Payments Association ip

order to join, o

.,

{d)  Types of New Memﬁers

Of the eight members elected recently by MasterCard, seven (all but Canadian Tire Acceptance) are
affiliates of large successful card jssuers elsewhere in the world. Howerver. only ING Canada
Bank and MBNA Canada Bank are Canadian deposit taking eligible institutions, so only two of the
¢ight would have even been eligible for VISA membership. The rype of competition they have
introduced, and the resulting coosumer and competitive advantages, ot only likely would not have

been ;vajlable bad MasterCard not existed, but is fact under VISA’s rules could not have been

availablze.

() Increased Competition as a Result of New Members

The introduction of new members is a spur to increased competition in 2 number of respects.
Some aspects of this competition are poted above in section IV(d). Ou a simple apalysis, more
entities offering cards will Jead to greater competition. Somewhat more subtly, entities of a kind
differemt rom the traditional deposit taking institutions have and will give rise to innovative card
offerings and improvement in the availability and cost of credit for Canadians. Perhaps the most
clear example of this to date is Canadian Tire Acceptance. Prior to being a MasterCard issuer,
Canadian Tire had offered its own credit card (the 'red™ card) used for purchases at Canadian Tire
stores. Like many such "store” cards, in addition 1o the limited pumber of locations in which such

card can be used, the Canadian Tire red card carried a high interest rate (approximately 28%). That
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15 rypical of store credit cards. Op the other hand, such store cards, and particularly the Canadian
Tire card, tended to be available to lower income Capadians, some of whom might oot have

qualified for a general purpose credit card from a traditional financial instination.

Upon the conversion of the Canadian Tire red card 10 a MasterCard card issued by Canadian Tire
Acceptance, it issued this card to some 500,000 of its exisung cardholders, beariog an interest rate
of approximately 18%. Now those Canadian families benefit from a MasterCard with an 18%
interest rate, which is employable gcncmlly;_i{_: the marketplace; as opposed 10 a 28% interest rate
card employable only at Canadian Tire. m& is an obvious and uangible b-c;'.\cﬁt to Canadians
tecause of the competition bct.wecn Mas!érCafd and VISA, and Ma._stchéxd’s admission of new

members.

By way of a second example, MBNA Canada Bank launched its card program in Canada a few
mouths ago. Despite mail stikes, etc,, it bas now in excess of 100,000 cards in the markerplace,
iocluding a very large number of gold cards {some with no fee), low interest rate cards, and

unsurpassed service levels,

A third example is Capital Ope Canada. Capital One is a huge card issuer (both VISA and
MasterCzzd) in the Unitzd Statgs. It recently launched MasterCard in Canada, azd again has well
in excess of 80,000 cards now in the hands of Canadians. These cards offer low/oo fee gold and

platinum cards in some cases, and low interest in other cases.

In addiion to these specific examples, various otber wew MasterCard members including
Housetold Finance Canada, G.E. Capital Canada, Beneficial Fisance Canada and ING Capada
Bank arz Canadian affiliates of very significant foreign based card issuers. These are large,
experienced institutions which bave beea successful ia the card business elsewhere in tbe world.
MasterCard expects them, in tume, to be successful in Canada, by providing creative, innovative
and atractive consumer offerings. They will continue to enhance and, perhaps, change the manner

of competition for the better in Canada. They will do so as long as MasterCard remains viable in
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Canada. They cannot do so if it does not, and they bave expressed this concern to MasterCard.

N Interchange Fees

As noted above, the interchange fee is the fee paid by the acquirer 1o the issuer ar the time that the
issuer pays the acquirer for the value of the purchases, This fes is designed to compensate the
issuers for the average of (i) issuers’ credit losses (i) issuers’ costs of processing the transaction
(n) 1ssuers’ fraud losses and  (iv) the cost of funds between the time that the issuer pays the
acquirer (typically within a day of the pfx_chasc a Lhc‘relz;i'l location) and the date of the
MasterCard bill. So long as the bill is paid within th'c. grace period (typically 21 days) interest is

-

generally not payable by the consumer.

MasterCard undersiands that the VISA interchange fee in Canada was set at a price of 1.75% of the
wransactoc value, less 25 cents per trapsaction approximately 30 vears ago when VISA
commenced operations in Cagada. To the best of MasterCard’s knowledge that fee bas never
chauged. By contrast, MasterCard’s interchange fee was set originally at 1% of the transaction
value. However, commencing in the early 1990s MasierCard has undertaken a process of bi-
aanual rzview, by ap independent audit organization, of the relevant costs, for the purpose of
determicing the interchange fee, Over the last few years, MasterCard’s interchange fee has besn
adjusted iz accordance with the results of that survey. The rc[ative interchange fee payable for a
transaction as betweeg MasterCard and VISA will vary depending on the value of the transaction.
In some cases the VISA fee will be higher, and in some cases the MasterCard fee. Onp average
bowever, the MasterCard fee tends to be quite a bit lower. The lower interchange fee tends to

affect the merchant discount, thereby benefiting Canadian businesses.

() Lower Merchant Discounts
As poted above, merchant discounts are the arnount which the merchant’s acquirer charges the
merchant for the transaction. The insGitution will pay the merchant the purchase price of the goods

sold (say $100), less the agreed discount amount. This discount amount is the payment to the
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acquirer for accepting the wransaction, processing it for paymenr through the MasterCard system
and paying the merchant. In addition o its administrative costs, etc., this discount amount must
cover the institution’s principal out of pocket expenses in relation to the trausaction, including
payment of the interchange fee to the cardholders’ issuing instistion and expenses incurted in the
processing of the transaction and processing of chargebacks by issuers of invalid wapsactions.
Logically then, a lower interchange fc.c should lead 10 2 lower average merchant discount, given
that the interchange fee is a component of the cost borae by the acquiring instirution, but the
amount of the merchant discount is the sgl;;-prcrogarivc of the acquirel-',-t-:y “agreement with its

merchant.

Since merchant discounts are set in negotiation between the merchant and the acquiring institution,
and oot by MasterCard, MasterCard does not know the amount of all such discounts, but it
believes that merchant discounts for MasterCard transactions tend to be lower, by a factor of 25
basis points or more, than merchant discounts in respect of VISA transactions. American Express
merchant discounts tend to be higher still. Because these discounts are individually negotiated,
MasterCard bas no central registry of this information. However, we encourage the Competition
Bureau to coosult with relevant parties, including the Retajl Cmmcil of Canada, to confirm our

understanding of tnis fact.

This is oot an insignificant fact. Given the value of purchases on MasterCard cards each year in
Cabada, an increase of 25 basis points in merchant discount would represent a transfer of some

$60 Million from merchants to financial msnnmons

(h) Merchant Choice

In addition to the effect on merchant discounts and expansion of the pumber of acceptance
locations, the existence of two major brands has led to competition in other key areas of importance
to merchants, such as service, accurate fransaction completion, timely payments, and fraud control.

MasterCard also pioceered secure electronic transfers (SET) on the internet in Canada, and
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launched the first SET pilot in Canada, in June 1997. MasterCard has been a leader in these areas
in Canada.

The existence of two systems promotes competinon in all of these areas, which are important, not

only for MasterCard members and merchants, but to consumers, who ultimately pay the costs.

We note that io its submussion to the-CompCtin'on Burtau in relation to the Merger Enforcement
Guidelines as applicable to financial institutions, tt»xe Retail Council of Canada identifies impacts on
retailers flowing from credit card consolidi'n'gg'as an imporant idsue to C(;I;S;dcr in respect of bank
mergers. This aspect of cdﬁlpctition_v.'ould be diminished witho_\it the presence of an effecrive

MasterCard organizaton and the MasterCard brand, thfough s mcr;rbérs, in the marketplace,

V. POSSIBLE OUTCOMES OF THE MERGER AND IMPACT ON COMPETITION
(a) Duality - All institutions May Issue and Acquire Either Brand

(i)  Beyond Control Of The Parties

The first point to note is that duality is a matter which 15 beyond the control of the mergiog parties.
MasterCard would bs prepared to move to 2 dual environment in Canada. Indeed the non-dual
environrmnent has beea a significant bindrance to MasterCard in Canada, because four of the five
largest banks are VISA banks, and because of the problems posed by both the proposed Merger
and previous mergers. However, VISA, which is not party ta the Merger, must choose to change

its rule against duality in order for duality to be possible in Canada.

s

(i)  MasterCard Would Be Pieased To Compete Effectively In A Dual Environment

Should VISA waive its non-duality rule, MasterCard would respond by welcoming dual members
in Canada.

(zii)  True Full Duality

In the judgment of MasterCard Canada, it could succeed and indeed prosper in a tuly dual
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eovironmest in Canada. If alf banks or other financial instimtions could issue both MasterCard
cards and VISA cards, and acquire both types and transactions, MasterCard believes that it would
be an effective competitor. Such arrangements would io fact, eliminate a very significant difficutty
which MasterCard has faced, given the relatively small oumber of significant financial institutions
in Canada. MasterCard has struggted ar around 2 one-third or less share throughout its existence in
Canada. This low share, together with.the threat of significant reduction in such share, poses real
problems. A card payment system, like most systems, rcquire§ critical levels of participation 10
work, and has increasing value as more and'.ir‘mcc persons panici;}atc. A n&x-dual environment is
a serious competitive problem in a system which requires acceptance ﬁbiqﬁizy aod very widespread
card dismibution for its success, in a counuy with a ;élaﬁvcl.y small number of large financial
iostitutions.  This problem is heightened, and would be exacerbated by the proposed Merger.
Further, the potential for subsequeot mergers in an environrnent like Canada drives home this point

that much more.

Were Canada to move to a dual environment there would be no overnight shift of any kiod ia
share. However, over time, because more opportunities would be open to MasterCard, it believes
that it would gain share on VISA. Thus MasterCard would not be the dominant card. but it would
move closer to parity with VISA, and furure difficulties with regard to mergers of fioancial
institutions would not give rise to the crisis now facing MasterCard specifically, and competition in

the card business in Canada generally.

With dua! issuing and acquiring major fivancial instirutions would be free to issue both MasterCard
cards and VISA cards, and acquire either or both types of wransactions. Insofar as they chose to do
s0, Or ttose 1o emphasize one card over the other, that would be based on the cormpetitiveness and
the offerings of each of the card systemns. Therefore, there would be continuing pressure, on a day
by day basis, as choices are made within financial institutions, to be the most competitive, low
cost, efficient and effective card system. With duality, the ability to switch from focusing on one

brand 10 the other allows the issuers ta quickly ecjoy the benefits of inncvation from either system.
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Thus a true dual issuing environment would be a competitive enviroament io which MasterCard
believes it could do well, and which would preserve and enhance the interbrand compertition in the
short term and ensure that in the longer term there was continuing day to day competition berween

the brands.

We note, however, that it is important that any such switch to duality be complete. For tnstance, 1
is not possible for MasterCard to compete in a system in which only one bank (the Merged Bank)
would be dual, but other banks would comim__n;vas non-dual for both issuing and acquiring. This is
because MasterCard would expect that if the ﬁégcd Bank were a dual issuer it wﬁuld lean, at least
for a time, towards VISA. ‘Ihat is, because the larger p'a.rm:r.in the Merger, The Royal Bank, is
bistonically a large VISA issuer. A likely outcome would be erosion of the Merged Bank’s
MasterCard porntfolio and activities, in favor of VISA. Were the credit card environment io Canada
to be truly dual, such that MasterCard could pursue opportunities with, for instance the CIBC, the
Bank of Nova Scotia, or other VISA issuers, then the erosion of MasterCard within the Merged
Bank would be offset by MasterCard gains at other VISA institutions. Both VISA and MasterCard
would bave apn opportunity to compete on the merits across the markerplace. In a generally noa-
dual eovironment, where ocly one insttution is dual, however, and where that oae institution is
likely to lean toward VISA, MasterCard foresees that its marketplace participarion would erode
very quickly. From the equally important acquirer perspective, no other significant branch
aetwork would be available 10 MasterCard, because no otber cxii#ts oa the MasterCard side, and

that would represent a fatal blow.

’

{(b)  Non-Duality - Merged Bank Becomes a MasterCard Issuer
0) Within Control of Parties

Sbould the Merged Bank choose to become an exclusive issuer and acquirer of MasterCard,
MasterCard believes that this would be pro-competitive for the marketplace. No such negotiations
have occuted, but MasterCard is of the view that it would be able to admit, and indeed would

welcome, such a2 member as a MasterCard issuer, on its normal commercial terms for aémission of
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members. We note that a commitment 1o the Merged Bank being a MasterCard rather than a VISA
issuer, as a coodition of proceeding with the proposed transaction, is a marer entirely within the

coatrol of the parties to the merger.

(ii)  Would Preserve Credit Card Competition

An environment in which the Mergéd Bank issued MasterCard cards would oot only preserve
credit card competition, but acmally enbance it. On a complete overnight conversion, recognizing
that oot all cards will be converted because of consumer pret:erencc, or incnia, or other reasons,
MasterCard would represent approximately ;48% share, with VISA at 52% of general-purpose
credit ransaction value in Canada. This result WOl:l!d chﬁahcc .édr-zxpctition, as MasterCard has

been suggliog to maintain sufficient critical size to be an effective competitor.

(¢}  Non-Duality - Merged Bank Becomes &8 VISA Issuer

Like an issuing environment ie which the Merged Bank chose to issue and acquire MasterCard
rather than VISA, the choice by the Merged Bank to issue and acquire VISA onty would be within
the control of the parties to the merger, subject to the exercise of the Bureau’s statutory powers 1o
prevent an anti-compertve result.  Ublike a choice to issue MasterCard cards, however, the
choice by the Merged Bank to issue only VISA cards would not be pro-competitive. In fact i
would be a choice which would 1esult in the effective ciimiqau’on of MasterCard in Canada as a
competitive force, since revenues and brand awareness would be reduced drastically, a significaat
number of merchant locations would be lost and members would no doubt then switch to VISA as
their only real alternative. VIS’A would be the only general purpose credit card widely available
and accepted throughout Canada. The competitive pressure which MasterCard bas introduced into
the marketplace would be lost.

Givea the fundamental importance of Bank of Montrea! to MasterCard in Canada, both as an issuer
of cards and, even more so as an acquirer of ransactions, the consequences for MasterCazd of the

loss of Bank of Moutreal are reasonably obvious, simply from the perspective of the raw numbers.
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VISA would be approximately 10 times the size of MasterCard which is an unsustainable position.
In Appendix VII 10 this submission we set out the additional detail as to the specific consequences
which might be expected as a result of such a decision, if it were permitted by the Competrtion

Bureau to go forward.

Vvl SUMMARY AND CONCLUSION

MasterCard has been an effective force for innovation and product, service and feature comperition
in the credit card bustness in Canada. It has"a:g‘grcésivcly introduced new rﬁémbers and new types
of members, in stark contrast to VISA. Through the éffons of the M;sﬁrCard System, the brand
has been an effective price competitor on both tbé issuing and "acqm'n;ng sides of the business. It
bas promoted new types of cards, including premium cards, business cards, affinity and co-
branded cards, and low interest/low fee or oo fee cards. Again this is in conﬁ‘ast 10 VISA, which,
as the dominant player, has tended to prefer the status quo and to be reactve, rather than
mnovative. The MasterCard System bas led 10 the provision of lower cost general purpose credit
cards previously not available to low income Canadians. It bas introduced new services in
cogjunction with its cards and new features such as differengated service levels, different grace
periods for payment, introductory rates and balance transfer options. It has provided competiticn
to VISA with respect !o the acquiring of credit card wansactions and the provision of services to
merchants. It provides a significantly lower cost aliernative to VISA, both as to interchange fees

and its members’ merchant discounts,

Many of the benefits which a particular MasterCard member has introduced have spread to other
card issuers. Even within the MasterCard System, some of the innovations introduced by certain
(often new) MasterCard issuers bave been adopted and offered by other MasterCard issuers. As
well, many of the MasterCard System innovations bave been copied, or in some cases, improved
upon by VISA. These are precisely the benefits which one expects in a competitive environment,

and these benefits would be lost were MasterCard System 0o Jonger a viable competitor in Canada.
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The financial implications to MasterCard’s business of the loss of Bank of Mooweal, and the
downward spiral and ultimate demise of MasterCard in Canada which this would precipitate, are
detailed in Appendix VII, and are readily predictable in the concentrated Canadian bank
eavironment. The following summarizes the expected results of the conversion of Bank of

Moaueal’s portfolio to VISA:

o  MasterCard loses more than one third of its acquin'ng locations (ie. branches), and its only
pational branch network. Ina short period of time, this will result in a loss of the majority of

its merchant acceptance locations and acquiring volure.
e MasterCard’s transaction volumes will sink to 7% of combiried MasterCard/VISA volumes.

o As a result of the above, MasterCard's revenue will be drastically reduced and will not be
sufficient to provide the necessary services or support 1 members or merchants, or to

advertise and promote the brand.

o MasterCard will not be able to recruit pew members and most likely will lose existing

mermbers.

As a result, MasterCard would pot be viable in Canada. Were that to happen, the competrive
benefits which MasterCard and its members bave brought to Canada apd Canadians. both
cardholders and merchants, would be lost. In additoe 0 the competitive loss, such a situation
would result in millions of Canadians being asked to reach into their wallets and hand over their
MasterCard cards, and being offered a VISA card, or nothing, in replacement. Canadians would
viscerally sense this to be a reduction or climination of competition and choice. They would also
regard it as an unwelcome interference with tbeir personal life. Simply stated, Canadians will

have lost the freedam to choose between MasterCard and VISA.

- If the Bureau concludes, as we think it should, that the loss of MasterCard competition in Canada
would te derimental, the Bureau should not permit the Merger to proceed unless it is assured that

it wilt do so in 2 way which will preserve competition.
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One such method to preserve competition would be to condition Merger approval the Merged Bank
issuing MasterCard cards, rather than VISA cards. That would bring the two brands close to
parity, and ensure a sustainable competitive situation. It is also a result within the control of the

merging parties.

A second approach, which would also provide a2 highly competitive environment, would be to
conditicn approval of the proposed Merger on the emergence of full and open duality, i.2. a dua!
issuing and acquiring environment in Canada. Should VISA p@t_xm't duality in Canada, MasterCard
belicves that also would cnsure cominuing-;nd highly effective conpé_iilivc rivalry, with the

benefits of competition flowing directly to Canadians. -

Should the merger result in the Merged Bank issuing VISA cards oaly, that would, as
demonstrated herein, give rise to a substaatial lessening, if not elimiration, of competition in the
general purpose credit card business in Canada, with the elimination of MasterCard as an effective
competitor. MasterCard, therefore, requests that the Competition Bureau pursue a smategy to

avoid that result.

As poted at the outset, MasterCard would be pleased 10 provide additional information should the

Bureau require such information.

18
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One such method to preserve competition would be to coodition Merger approval the Merged Baak
issuing MasterCard cards, rather than VISA cards. That would bring the two brands close to
parity, and ensure a sustainable competitive situation. It is also a result within the conwol of the

merging parties.

A second approach, which would also provide a bighly competitive epvironment, would be to
condition approval of the proposed Merger on the emergence of full and open duality, i.e. a dual
1ssuing and acquiring environmeat in Canada. Should VISA permit duality in Canada, MasterCard
- believes that also would ensure continuing:;hd highly cﬁ'e&ive competitive rivalry, with the

benefits of competition flowing directlj-f 10 Canadians.

Should the merger result in the Merged Bank issuing VISA cards ooly, that would, as
demonsuated herein, give rise to a substantial lesseniag, if oot eliminaton, of competition in the
general purpose credit card business in Canada, with the elimination of MasterCard as an effective

competitor. MasterCard, therefore, requests that the Competition Bureau pursue a strategy to

avoid that result.

As noted at the outset, MasterCard would be pleased 10 provide additional information should the

Bureau require such information.
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APPENDIX I - GLOSSARY OF TERMS

The following are some terms of art used in the credit card business which are referred in the
document, and which we hope will be helpful to the Bureau in the future as it talks with others
about the proposed merger and the card business. These terms are defined in the context of the
MasterCard program, but the principles generally will apply, with modifications in some instances,

-~

to the VISA program as well.

Acceptance — This is the process by which a qualifying merchant accepts a MasterCard card

presented by a consumer/cardholder for the purchase or lease of goods or setvices from that
| merchant. lo order to qua.hfy to aceept MastefCard cards, the mm:ham must have an agreement
with a MasterCard acquiring member, who processes the: tmnsacnons submitted to it by the
| merchant into the MasterCard System and then pays the merchant the agreed amount, after
| deduction of the applicable merchant discount. All such menchants are required to promineatly
display the MasterCard logo to inform MasterCard cardbolders that it is a MasterCard accepting

merchant

Acquirer or Acquiring Membey — This entity would be a licensed member of MasterCard
which coouacts with merchants to accept MasterCard cards. The acquiring member will

investigats the background of, and solicit, potential rmerchants to accept MasterCard cards and,
upon a decision to sign such merchant, it will (i) enter into a contract with it, regarding each of
their rights and obligations, including the merchant discount (i) -provide the necessary ibstructions
as 10 acceptance of the cards, and (iii) train the merchants’ employees as to bow to validly accept a
MasterCard card for payment. In addition, the acquirer often will provide an authorization end/or
draft capuurre terminal to process the transactions as well as merchant sales drafts to complete
transactions, where appropriate. Upon acceptance of 4 transaction, the merchant will submit it to
the acquiring member, who will process it and pay the merchant the appropriate amount, after the

deduction of the appropriate and agreed merchaot discount for each transaction.
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Affiliate_or Affiliate Member — An eatity which bas been elected as a member of MasterCard
and is licensed to issuc and/or acquire MasterCard transactions in accordance with its agreement

with its principal member. Tbe MasterCard transaction execuied by an affiliate member is the
- responsibility of that affiliates” principal member. The principal member is responsible to the
| MasterCard system for all sctivities of its affliate members in connection with its MasterCard
program. - '
-~ Cardholder ~ A person or company (typically a corsumer) who is solicited, screened and
. approved by a MasterCard issuer for a line of cse&t accessed by 2 MasterCard card issued by the
MasterCard issuer. The cardholder may us'c:.tbé card either to pmhasc godds and services from a
merchant of 1o obtain 2 cash advance from the issuer, and the cardholder is billed for bis or her

transactions monthly.

Clearing and Settlement — The MasterCard process by which acquirers and issuers exchange
financial data and value resulting from sales transactions, cash advances, merchant credits, etc. In
connéction with a fransaction submitted by 2n acquirer, the issuer remits through MasierCard’s
clearing and settlement systern the amount of the transaction completed by the merchant less the
applicable interchange fee.
Gold MasterCard Card — A card which is gold in color and which accesses a credit line that
equals or exceeds a minimmm amount specified by MasierCard, and which has expanded services
above thase available on a standard MasterCard card.
- Interchange — The exchange of MasterCard transaction dalx between acquiring and issuing
—_ members. ”
Interchange Fees— Amounts paid by the acquirer to the issuer that are netted by MasterCard, on
bebalf of the issuer, against the transaction amount due to the acquirer in the settlement and clearing
process to compensate the issuer for transaction related costs, i.c. fraud losses, aredit losses,
transaction processing costs and the issuer’s cost of funds. These fees are established by

MasterCard on an annua) basis pursuant to an established formula

—
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Issuer — A MasterCard member licensed to issuc MasterCard cards to cardbolders. Thbe issuer
- issues a MasterCard card to cardholders who meet its criteria for a card and who sign the issuer’s
stapdard cardholder agreement specifying their respective rights and obligations. The issuer
- receives and pays for transactions that its cardholders have completed using their MasterCard card,

and the issuer bills and collects the transactions amounts from its cardholders.

MasterCard System — The tam used when collectively referriog to MasterCard and its
members, considered together.

- Merchant — Any business which sells tg;-'lmw goods or services, and having met the
qualification standards of MasterCard and, having been approved by a MasterCard acquiring
member, accepts MasterCard cards as payment for goods and éervices

Merchant Agreement — Contract between the merchant and the acquua' which details their
respective rights, responsibilities and warranties.

W-m&m acquifing member charges the merchant to cov;:r the
member's costs, including payment of the interchange fee to the cardholder’s issuing institution,
expenses incurred in the processing of the transaction and processing of chargebacks by issuers of
invalid transactions. The merchant discount is established independently, on a case by case basis,

via negotiation between merchants and individual MasterCard acquirers.

Platinum MasterCard Card — A new card program intfoduced by MasterCard offering
cardholders higher credit lines .and more services and enhancements than those available with a
o gold or standard MasterCard card.

Principal Member — Any regulated financial institution entity elected to membership and
licensed to issue and acquirer MasterCard transactions and contract with affiliate members (for
which it is then responsible to the MasterCard System). Principel members are connected to the
MasterCard petwork ¢ither directly through their own host computer or through processors on their
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bebalf. In addition to the right to conduct a MasterCard program, a principal member is eligible to
vote on issues submitted 10 the membership pursuant to Delaware non-stock company law.

W ~ Cards designed to help companies maintain controt of purchases, while
reducing the administrative cost associated with anthorizing, tracking, paying and recoociling those
purchases, This is accomplished by 8 sophisticated MIS software system that enables the issuer o
provide information to the cardholder ;ot available on other types of MasterCard cards.

rs

-
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*Principal Member
tAtfiliate Member
*Canadian Branches only

“Gross Retail Volume + Cash Advanca $ Volume

MASTERCARD MEMBERSHIP
Gross Acquiring Merchant

. Cards Issued Standard Gold Corporate Dollar Volume ™’ Voluma Locations
Bank of Montreat” 8,731,688 6,121,482° 583,012 47,192 13.961,937,788  13,240,618,000 395,630
National Bank of Canada®' . 2,098,725 . 1,759,648 221,245 115,624 3770329750  4.404,673,000 81613
Canada Trust" 1,462,808 ° 1,002,108 480,688 S 3.714,885,722 3.870,439,000 95,644
cueTs™ 1045222 ¢ 608,114 38,108 - 1,260,030,952 421,845,800 21,516
Alberta Treasury® 71901 ¢ 7 71,601 P . 174,803,720 15,898,500 5,559
Canadlan Tire Acceptance LIg™? 554577 . 854,577 R 515,908,622 ) . .
Nalionat Trust™ 141,387 | 141,367 - 212.66;.730 12,667,000 .
Yrans Canada Credit Corp.? 10,690 ° 10,890 5,695,073 . .
Househeold Finance™ 132 Coa 408,630 .
Wells Fargo™ 948 | . 848" 1,645,404 .
Capllal One™ 26,261 ' 28,26 54,609,819 .
MBNA" N/A ' NIA .
Ge Capitai® N/A i . CNIA - -

11,742315 10,298,094 1,281,083 23,676,070,210  22,086,141,300 539,962
Noles:
’ lssuer and Acquirer
“1ssuer only
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& 3 Royal Bank of Cansda (esl.) 5,258,000 NN 21,460,200,000 N/A N/A
ZE

-

86609 TO0LONW



v
4
4

ATNO $3AH 5. TASNN0D AAISLAC

TVIINZAIINOD XTHII

JOpIO BAIORI0Id 0} 109[gNS [eijuspyuo) AlUbIH

000L910rOW

000T9TOLIR

Number of Branches
MasterCard Members Alberta Atlantlc | British Col.| Man/Sask Ontarlo Quebec | NWT/Yukon Total
Bank of Monireal' 133 80 207 119 496 196 5 1,248
Natlonal Bank of Canada 2 41 3 4 136 537 - 723
Alberia Treasury Branches 154 - - 1 - - - 155
CUETS (est.) 69 - 117 194 220 - - 600
Natlonal Trust (est.) . 2 10 10 160 10 . 192
Canada Trust 82 26 83 23 374 18 - 586
Sub-Total 420 159 420 351 1,386 761 s 3,502
Visa Membars
Bank of Nova Scotia 126 210 130 90 535 116 Y2 1,209
CiBC 148 78 178 14§ 636 - 170 14 1370
Royal Bank of Canada 17 165 210 177 g49| i’ ; 260 6 1,338
Caisses Populaires - 85 - 18 42 1,278 - 1,420
Toronto Dominlon 124 70 129 106 609 91 3 1,132
Citlbank NIA N/A N/A N/A N/AT N/A NIA -
Laurentian 9 1 17 10 104 228 - 369
Sub-Total . 678 610 664 546 2-.‘f75 .2,140 25 7,338
Grand Total 908 769 1,084 897 4,181, - 2,801 ;A0 10,840

'Includes Hong Kong bank
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Canadian Bankers' Association - Visa and MasterCard combined
Public Consolidated Bank Card Stats - for both MasterCard and Visa

- Year end '97

) # of Issuers 633

_ ® of Merchants 756,695

: Merchant Outlets (total jocations) 1,082,086

-- :Total Cards in Circulation 31,803,369
Gross Transaction Volume* '$ 88,534,198,626

—

S,

- Gross Retail Volume + Cash Advance Volume . - -
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APPENDIX ITI - MAJOR PRINCIPAL AND AFFILIATE MASTERCARD
MEMBERS IN CANADA

MasterCard’s principal members in Canada arc: 1) Bank of Montreal; 2) National Bank of Canada;
3) Canada Trust; 4) Credit Uniop Electromic Transaction Services (CUETS); 5) MBNA Canada
Bank; 6) Alberta Treasury Branches; 7) National Trust (soon to cease 10 be a member as has been
purchased by the Bank of Nova Scotid-a VISA bank); and 8) ING Canada Bank,

Affiliate members of MasterCard which are significant, and effectively run or will run their own
card programs with a guarantee of payment by thexr principal manbexs are as fotlows:

. Canadian Tire Acceptance (Principal Member Bank of Mootreal)

2. Capital One Financial Canada (Principal Mernber Canada Trust)

3. Household Finance Canada (Principal Member Bank of Montreal)

4

. G.E. Capital Canada (Principal Member National Bank of Canada) (very low level of activity
as yet)

—

- 'S, TransCanada Credit (Principal Member Bank of Montreal)
6. Beneficial Finance Canada (Principal Member Bank of Moaureal) (not yet active)

Finally, there are a number of Canadian affiliate members which do not run their card programs in
detail, but rather delegate all or most of the running of the operation to the principal member.

These inciude:

Various Credit Unions (Principal Member CUETS)

Hong Kong Bank of Canada (Principal Member Bank of Montreal)

Korea Exchange Bank (Principal Member Bank of Moatreal)

Banca Commerciale Itatiand of Canada (Principal Member Bank of Montreal)
Trust General du Canada {Principal Member National Bank)

Standard Chartered Bank of Canada (Principal Member Bank of Montreal)
The Bank of East Asia (Canada) (Principal Member Bazk of Montreal)
Republic National Bank of New York (Principal Member Bank of Montreal)
Various Credit Unions (Principal Member Bank of Montreal)

]
AR I
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Appendix V - Wells Fargo Situation

Wells Fargo is a California based bank, which, in the United Statas, issues both MasterCard cards
and VISA cards. Wells Fargo specializes in small business loans as its particular area of focus.
Some years ago Wells Fargo determined that an effective way to make small business loans would
be 10 issue credit cards with high (t):pically somewhere between $30,000 and $75,000) credit
limits, to the principals of smatl busix;csscs. That program was very successful in the U.S. and,
approximately a year and a half ago, Wells Fargo decided to employ essentially the same business
strategy ip Canada. That s, it bas issued Mastthard cards to certain Canadxan residents who are
principais of small busmcss:s Its legal abihty 10 50 was uucm and MasterCard understands,
although it was not privy 1o the discussions, that Wclls Fargo r:vzcwcd this issue with OSFI
OSF1 apparently concluded that, as structured, the Wells Fargo program was got contrary to
Canadian law. As a resuit of this MasterCard granted Wells Fargo an extension of area of use of
its license to use MasterCard trademarks, so that it may now use the marks in both the United
States and Canada.

We understand that Wells Fargo runs the entire business within the United States. Card issuance is
subject 10 California law. Obviously this would give rise to serious issues of administation,
enforcement etc,, were a large portfolio of borrowers involved. As it is, the Wells Fargo program
is targeted to a small number of highly creditworthy and high vatue borrowers, 3o apparently it can
be reasonably efficiently administered by Wells Fargo from the United States. Nevertheless there
are @ very small pumber of credit cards involved (Jess than 1600) and the amrangement warks only
because of this fact and the particular nature of the borrowers.
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APPENDIX VI - NEW MASTERCARD MEMBERS SINCE 1993

1. MBNA Canada Bank

ING Canada Bank

Canadian Tire Acceptance

Capital One Canada

Household Finance Canada

G.E. Capital Canada T
TransCanada Credit

Bereficial Finance Canada

Gl B AN I o
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Appendix VI Consequences of Switch by Bank of Montreal to Visa

The following section outlines the impact on MasterCard’s ability to compete, which would result
from a switch by Bank of Montreal to issuing Visa, not MasterCard cards, and acquiring Visa,

not MasterCard transactions.

Bank of Monreal curtently provides MasterCard with a solid presence in Canada. It represents
60% of MasterCard’s acquiring volume and 59% of its issuing volume. Wsteréard‘s ability to
compete effectively in the Canadian marké$la;c would be eliminated if it were to lose Bank of
Montreal, its premiere Canédian member. The loss of Bank q? Montreal would initially lead to
negative consequences on a number of fronts — drmatically reduc ing MasterCard's share of
transaction volume (by transaction value) down to 7%, while simultaneously increasing Visa's to
93%. Additionally, MasterCard’s cardholder base, merchant acceptance network and revenues
would suffer severe losses. The reduction of revenues would then drive an elimination of
MasterCard Canada marketing, substantial personnel cuts and reductions in service quality.
MasterCard’s brand awareness with consumers and merchant locations would fall as a
consequence, These factors would feed on cach other, leading merchants, members and
consumers to question the value of aceepting, issuing or holding MasterCard cards. The

centinued losses on all three fronts would further minimize MasterCard’s ability to compete,

1. Loss of Bank of Montreal card pertfolic

Currently 37% of gcncrai purpose cards in Canada are MasterCard cards. With the proposed
merger, should Bank of Montreal MasterCard cards flip to Visa cards, the effect on the number
of MasterCard cards in circulation would be devastating. A reduction from 37% to 16% would

result overnight.

Share of Cards
Pre-Merger (1998) Pre-Merger Share Resultof Flip to Viss | Post Flip Share
MastzrCard cards 13.7 {mm} 369% $.0 (mm) 137%
Via cards 20.3 (mm) 8.0% 26.3(mm) 34 3%
Saym. The Nileom Rapurt, MamerCary lnasmatcasl Anslyte
Page 1
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Given that there will be fewer merchant locations accepting MasterCard cards, as is explored
below, there will be many merchant locations which will only accept Visa. As a result, there will
be 2 need for continuing MasterCard cardholders to acquire a Visa card for utility purposes at

merchant locations. This would further increase Visa's share, as such consumers would make at

least a portion of their credit card purchases on Visa cards.

MasterCard’s gross transaction dollar volume will be reduced most in the year of the switch by
Bank of Montreal to Visa, but will continu_éa fall in subsequent years, The rematning
MasterCard issuing banks will makea logicai assessment of the marketplace, and see Visa’s
market presence suengthcnfng and MasterCard's weak‘t_:;iing. “They will sce Visa’s acceptance
gap (i.e., the number of locations at which Visa is acecpted and MasterCard is not) widen
significantly, coupled with a robust advertising campaign and a full staff to service members’
needs. At the same time they will see a decline in MasterCard’s spending per card as acceptance
declines, as well as reduced revenue and profitability of their MasterCard portfolios. “As a resuls,
MasterCard belicves that some other Canadian MasterCard members will make the logical
decision to flip their portfolios to Visa. Specifically, MasterCard can expect that by the year
2000 it will be weakened (and Visa strengthened) to the point where MasterCard is likely to lose
even more members to Visa. At that point, it is unlikely that MasterCard will be able to remain
viable in the Canadian marketplace. The chart below shows the initial result of the loss of Bank
of Montreal’s MasterCard volume to Visa, assuming that the merger takes effect on January 1,

1999,
MasterCard & Visa Share of Volume

Volume After Flip
1998 Transaction 1998 Share After
to Visa- One year
Volume ($000’s) Share Flip to Visa
later ($000's)
Bank of Montreal | 15,358,000 15% 0 0%
Other MC 12,502,000 12% 7,698,898 %
MC Total 27,860,000 27.5% 7,698,898 7%
Visa Total 73,458,722 72.5% 103,817,092 93%
Canada Total 101,318,722 100% 111,515,990 100%
Sourve. | MaRGCAIS Lirreaiemal Asiyai

Moxac 1908 volums is Forsnmad.

Page 2
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2. Acceptance Implications for MasterCard

By the year 2000 the loss of Bank of Montreal’s acquiring capabilities will reduce MasterCard’s
acceptance presence drastically, to below that of the current third place acquirer. A potential
Bank of Montreal flip to Visa would hot only cede the Bank of Montreal card volume to Visa
acquirers but it would also put a tremendous strain on other MasterCard acquirers. This is true
because Bank of Montreal is MasterCard's _§gminant acquiring_rhember in.a.!l of Canada’s
provinces and the only acquirer of significance in all but two of Canada's provinces. While
remaining acquirers would have opportunities to capture business that was previously acquired
by Bank of Montreal, it is doubtful the remaining MasterCard acquirers would have the resources
or geographic presence to absorb more than 25% of these merchant locations. These are likely to
be the larger merchants. Many small volume, paper-based merchants with no easy access to a
MasterCard acquiring member branch will have no MasterCard option and would be unlikely to
pursue a relationship with MasterCard (sce discussion in Scction 5 on Bank Branches.)

Assuming that the remaining MasterCard acquirers have the resources to actively solicit the Bank
of Montreal merchants and aggressively grow their acquiring network 25%, MasterCard will
have an acceptance gap of some 350,000 merchant locations that will have no other option than
Visa.

The chart below shows how the number of MasterCard merchant locations would fall
dramatically as a result of the Bank of Montreal’s flip to Visa. Initially, MasterCard has
approximately 600,000 merchant locations (based on 500,000 overall merchants, some of whom
have multiple locations), of which the Bank of Montreal acquires at 395,000 locations. The

) immediate effect of the Bank of Montreal's flip fo Visa is the loss of these 395,000 merchants.
Quickly thereafter, however, the remaining MasterCard acquiring banks could absorb up to
51,250 of the displaced merchants. This number is based on the likelihood that these remaining
acquirers will have the capacity to grow at a rate of up to 25% over their current merchant base.
Finally, MasterCard would Jikely lose an additional 10,000 small merchants in such high-risk
categories as trave! agencies, tour operators, direct marketers and mail order retailers, because the

higher costs- due 10 a higher rate of charge backs- associated with these merchants makes

Poge 3

HIGHLY CONFIDENTIAL
QUTSIDE COUNSEL’S EYES ONLY

Highly Confidential Subject to Protective Order MCJ0161011



MCJ0161012

PERSONAL & CONFIDENTIAL

them less desirable to acquirers. The result is that MasterCard ends up with a reduced merchant
base of 246,250.

MasterCard Canada Lows In Acceptance Caused By Bank of Montreal

Flip to Visa
700,000 hd

tom ¥ —

200,000 |

100,000
i 0 Dhpiacad Large merchants  Loss of Smal )
| 1997: iy hant O pick:; vp l:/ other ::;h-Rbk rerchants
l Sorse: ¥astarCara Intt Amelysie meschants acgukers Merchants Temaining

Due 10 the loss of Bank of Montreal cards in circulation, and the fact that most transaction volume
would be on Visa cards (projected 93% share of volume as a result of a Bank of Montreal flip to
Visa), merchants would be presented with a Visa card much more often than a MasterCard card.
This volume and cardholder disparity will further reduce merchant brand awareness and decrease

their perceived need for 2 MasterCard acquiring relationship.
3. Volume Implications for MasterCard

MasterCard expects that within the first year after the Bank of Montreal flips its card portfolio to
Visa, the remaining MasterCard issuers’ volume will drop significantly due to the reduced number
of MasterCard merchants and the reduced number of MasterCard cards in circulation. Assuming
that the switch takes effect on January 1, 1999, MasterCard expects that in additiont to losing 100%
of Bank of Montreal's MasterCard volume, it would also lose approximately 38% of remaining
issuers' MasterCard volume, simply because the number of mercbants accepting MasterCard will
have dropped significantly. These volume losses would feave MasterCard with a share of 7% by
the end of 1999, MasterCard expects that at that point, its market presence will have weakened to

the point where at least two more of its card portfolios would switch to by Visa by 2002.

Page 4
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As we discuss in the next section, the poor economics of merchant acquiring would also
negatively impact MasterCard presence at merchant sites. The initial decline in MasterCard
volume as a result of the flip to the Bank of Montreal (estimated to be 72%} would, in tumn,
reduce the revenues of merchant acquirers. Since a large portion of their expense base is
camposed of fixed costs necessary to run the acceptance network, their per transaction cost will
increase substantially. This loss of revenues and increased unit cost base will make acquirers
significantly less likely to pursue new accounts and begin the process of purging many of their
existing accounts. The MasterCard acquir_c;a: other altemative would be to dramatically increase
their merchant discount rate (which is curr;ﬁtly estimated to be 25 basis points or more below
Visa) to offset their Jost vélumc. These higher acquirc_l: costs would either lead to a reduction in
merchant acceptance, or higher merchant expenses. These additional merchant expenses would
probably be passed onto the consumer in the form of higher prices. Given the choice, the
merchant would have additional impetus not to accept MasterCard cards. Card suppression at the
merchant location would further erode MasterCard's share.

The chart below illustrates how MasterCard and Visa would be affected, in terms of volume

share, in the years following a Bank of Montreal flip ‘o Visa.

Share of Volume over Time

i MasterCard & Visa Share as a Resultof BMO Flip
to Visa
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4. Revenue implications for MasterCard

Given that the Bank of Mantreal is MasterCard's largest issuer and acquirer, the revenue loss to
MasterCard would be significant if Bark of Montreal were to convert its cards to Visa. Projected
revenue Joss will be 67% in the first year, with losses in subsequent years projected to be in the
40% range. Three quarters of the revenue loss in the first year is directly atributable to the loss
of Bank of Montreal assessment and operational fees. The remaining Joss is'duc to the decrease
in volume generated by other MasterCard is_s.ii;is whose cardholders have fewer merchant
locations at which to use their cards. In sub;;;;uent years additional brand flips to Visa by
MasterCard issuing banks, cbup}cd with declining bmnq;wuéness and cardholder spending,

would account for continued losses.

The chart below illustrates how MasterCard's revenues would be affected if the Bank of

Montrea! flipped to Visa, as well as the projected revenues under the current environment.

E BMO-RBC MasterCard Revenue Impact

$60,000 5
é $50,000
S $40,000
’% $30,000 TRBMOB
é $20,000 - l l\ﬁ{’fsagt&?csh
$10,000 |
$0 - ,

1998 1999 2000 2004 2002

Sevice: MeninrCard Intomnatienal Analysis

The loss of revenuc directly reduces the amount of money that MasterCard can atlocate to
advertising and promotional expenditures. As a result of a §7% loss in revenue, coupled with the
substantial fixed costs necessary to maintain MasterCard's operational infrastructure and
Canadian franchise, MasterCard’s budget for marketing, promotions, and advertising, would

have to be eliminated. MasterCard would also need to significantly reduce staff, technical

Page 6
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support and sales personnel to offset the revenue reductions. MasterCard would not be able to
provide material long-term financial support from other regions or some “carporate™ fund since
our govemnance structurc requires that regions are capable of maintaining an adequate level of
profitability. This loss of staff and marketing funding would have devastating impacts to existing

members as well as new entrants. -

Existing MasterCard Canada members will be disadvantaged in the marketpjace since the loss of
Bank of Montreal volume will eliminate Pg@é;chard's ability to advcrtisc. <;r conduct local
promotions and sponsonhiﬁs to support the brand. Additionally, a projected 45% reduction in
staff will reduce MasterCard’s ability to provide customer s;rvice_ 'develop joint marketing
campaigns, resolve technical issues and develop the innovative products and services that have

made it a successful competitor in the past.

MasterCard's ability to attract new market entrants will also be affected by MasterCard’s
financial loss, as these potential members make brand decisions based on the strengths that an
association exhibits in the key arcas of issuing and acquiring. Such potential members will
chcose the associaticn with the appropriate resources (people, capital, brand preseace, etc.) and
which can best support their products. MasterCard has successfully promoted competition in the
marketplace in the past by bringing new members into Canada, but & MasterCard Canada with no
advertising budget and a significant acceptance gap would be ineffective in competing for the
brand allegiance of new members. MasterCard’s projected market weakness, coupled with
Visa's historic lack of sponsoring new Canadian members, would decrease the likelihood of new
members entering Canada, further contributing to a decline in competition in Canada, In

_ addition, if mergers in the Czn,adian finaneial services sector continue, and Canada remains non-
dual, it becomes increasingly unlikely that the combining parties will choose MasterCard if they
must make a brand decision. This will result in continued member, cardholder, merchant and

revenue losses for MasterCard.

Brand awareness is an industry measure of success that is affected by advertising and
promotional spending. The elimination of funds allocated to advertising and promotional

spending will directly affect the awareness for the MasterCard brand. Additionally, the
- ‘ Page]
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decreased merchant acceptance, reduced volume and cardholder base will further fuel the
reduction in brand awareness. In the first year of the merger it is expected that consumers will
remain relatively aware of the brand especially due to the press coverage that the merger will
produce. However, beyond the merger year, MasterCard’s awareness is expected to declinc at a

steady rate, as indicated in the chart below.

MasterCard Canada Brand Awaranéss if Bank of
Montreal Flips to Visa

% banked sduits sware of
MastorCard brand on unalded basis

1998 1839 2000 2001 2002

Seuten: N asterCard Internatlenal Stedy, enndustieS by sutside vanaor Mate:
Projoctat velues Jasnd on 20vartining spasding diappiag to 20re In 1808,

5. Branchbes issuing - region by region

The loss of the MasterCard bank branches has a direct effect on bath consumers and merchants.
Studies have shown that 59% of MasterCard cardholders made their card decision as a result of -
an influence at their branch bank. This could have been the result of obtaining an application at
their branch bank, receiving a card that accompanied the opening of an account, or teller advice.
Branch presence is also significant because it is through these branch relationships that the
majority of small-to-mid-sized merchants sign their acquiring contracts. For merchants who are
papet-based and not electronically connected 10 their acquirer, it is imperative that they be in
closa proximity to a branch bank for the purposes of depositing their receipts. These merchants
represent up to 25% of the existing merchant base. Even non paper-based merchants tend to
establish acquiring relationships with local bank branches. If Bank of Montreal converts its card

Page 8
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business to Visa, there would be a 34% reduction in the number of “MasterCard” bank branches
from 3,502 10 2,256.

The chart below illustrates how MasterCard’s presence throughout Canada’s provinces would be
severely diminished if the Bank of Montreal flipped to Visa.

Branches by Province - Impact of Flip to Visa

10000 B
90C0 s i
- 8000 - T 8584
m MC
m Visa

Soutce: M ertasCarg Iasarnatianal Anslysis

The impact on branch locations would be particularly acute in several regions. Manitoba,
Saskatchewan, the Northwest Territory, the Yukon, British Columbia and the Atlantic provinces
will all have very limited MasterCard bank presence. MasterCard’s presence in these regions,

- both as an issuer and as an acquirer, will be negligible. Even in Ontario MasterCard will fall to
21% of bank branches. ’ '

The loss of MasterCard acquiring capacity affects domestic use of the card as well as

- international tourists who travel to and expect to use their cards while in Canada. With reduced
acquirers, hence reduced merchants, these tourists will be restricted in their choice of which card
to use at point of sale. Since the loss of branches will be felt in all geographic regions, all tourists
will be affected. Such effects will be particularly acute in regions that effectively lose entire
branch networks. This may well have an impact on tourism from abroad and even on intcrnal
travel within Canada

—- Page 9
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6. Implications for merchant discounts and fees

MasterCard understands that the merchant discount rate charged by its members is
approximately 25 basis points or more lower than the rate paid to Visa's acquirers. Thus,
in the event that the merged bank’s card portfolio is converted to Visa, Bank of
Montreal’s charge volume will become an incremental gain to Visa’s total Canadian
volume. This additional volume would bgmé‘umd under the higher Visa merchant
discount rate, which is likely to cost Canalian merchants an additional amount of $64.8
millioa in 1999, and incrementally more in each year thergafter, _for a total additional cost
of $300.7 million by 2002, conservatively assuming only a 25 basis point difference.
These higher costs will likely be borne ulimately by the Canadian consumers through
higher prices, as merchants act to preserve their profit margins. This represents a simple
transfer of value from the Canadian consumer to the Visa association and its members.
Of course, without a vigorous MasterCard competitor keeping pressure to reduce
merchant discount rates, and with MasterCard’s merchant discounts likely to rise to
reflect higher per unit costs, Visa's merchant discount rate is likely to trend upward after
the switch of Bank of Montreal to Visa, although merchants and cardholders may have
other options which will adversely affect Visa's efforts to increase the merchant discount.
The chart below illustrates the additional cost that will be borne by merchants and
consumers over the next few years, in the event that Bank of Montreal switches to Visa,

simmply due to Visa’s existing higher discotnt rate.
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The flip of the merged bank’s card portfolio to Visa, as discussed above, will reduce
MasterCard's credit volume to about 7% of the Canadian bankcard usage, creating an
enviranment where further erosion of share is imminent. Visa, being the dominant player
in the card market, will be able to increase advertising and tnarketing, building an
unquestionable lead in brand loyalty and acceptance. This will heighten the risks and
- costs for the remaining MasterCard players. Ultimately, it will eliminate MasterCard as a
. competitive force in Canada,
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